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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a deficiency of

$267, 661 and an accuracy-rel ated penalty under section 6662(a)?

1 Al anmobunts are rounded to the nearest doll ar.

2 Unl ess otherwi se indicated, all section references are to
(continued. . .)
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of $53,532 with regard to petitioners WIIliam and Josephi ne
Houchin’s 1999 Federal incone tax. Respondent determ ned the
follow ng deficiencies in and accuracy-rel ated penalties on

petitioner WC. Houchin Corp.’s Federal incone taxes:

Penal ty
Year Defi ci ency Sec. 6662(a)
1998 $1, 211, 643 $242, 329
1999 1,276, 748 255, 350

After concessions,® we nust decide (1) whether petitioner WC.
Houchi n Corp. should recognize $6, 145, 315 of |lawsuit settl enent
proceeds in incone in 1998, (2) whether petitioners WIIliam and
Josephi ne Houchin are liable for the accuracy-rel ated penalty
pursuant to section 6662(a) for 1999, and (3) whether WC
Houchin Corp. is liable for the accuracy-related penalty pursuant
to section 6662(a) for 1998.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are

i ncorporated herein by this reference. Petitioners WIIliam and

2(...continued)
the I nternal Revenue Code, and all Rule references are to the Tax
Court Rules of Practice and Procedure.

8 On brief, respondent conceded the 1999 deficiency and
penalty related to WC. Houchin Corp. Petitioners and respondent
stipulated the treatnment of several adjustnents in the notices of
deficiency issued to WC. Houchin Corp. for the year 1998 and to
Wl 1liam and Josephi ne Houchin for the year 1999 if the Court
finds for respondent with regard to the recognition of incone by
W C. Houchin Corp. in 1998.
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Josephi ne Houchin resided in Lynn Haven, Florida, at the tine
they filed their petition. Petitioner WC. Houchin Corp.’s
princi pal place of business was in Colorado at the tine the
petition was fil ed.

W C. Houchin Corp. was incorporated in Texas in 1987 as a C
Corporation. WIIiam Houchin conveyed personal and real property
| ocated in Huerfano County, Col orado (Huerfano property),
including “all oil, gas and other mnerals”, to WC. Houchin
Corp. on August 28, 1987. WAC Houchin Corp. converted to an S
Corporation effective January 1, 1999. WIIliam Houchin is the
presi dent and sol e sharehol der of WC. Houchin Corp. From 1987
to 2000, WC. Houchin Corp. used the accrual nethod of
accounti ng.

The Huerfano property conveyed to WC. Houchin Corp. was
subject to a carbon dioxide gas lease to Atlantic Richfield Co.
(ARCO . The gas lease permtted ARCO to enter onto the Huerfano
property and explore for oil and gas. The gas |ease al so
permtted ARCO to produce any discovered carbon di oxi de gas and
| ay pipelines to transport the gas. The terns of the |ease
required ARCO to pay a royalty when any di scovered carbon di oxi de
gas was sold. The 1987 transfer by WIIliam Houchin to WC,
Houchin Corp. included the rights to receive the royalties paid

by ARCO under the | ease.
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At a certain period prior to the years in issue, ARCO
di scovered carbon di oxi de gas under the Huerfano property and
transported the gas via pipeline from Col orado into west Texas.
ARCO sold the gas to oil producers in west Texas. The oi
producers injected the carbon dioxide gas into oil reservoirs via
injection wells to increase oil production from nearby produci ng
wel | s.

The Huerfano property gas | ease was part of a group of gas
| eases consolidated into the “Sheep Mountain Operating Unit
Area”. That group of |eases on adjacent |and determ ned the
share of royalties the | andowners received for carbon di oxi de gas
produced fromthe conmon reservoir beneath the adjacent | ands.

The | eases required ARCO to pay the Sheep Mountain Operating
Unit Area owners, including WC. Houchin Corp., the owners’
royalties. 1In 1981, Exxon purchased a 50-percent interest in
carbon di oxi de production fromthe Sheep Muuntain Operating Unit
Area. Exxon, as a result of the purchase, was required to
rei mburse ARCO for 50 percent of the royalties paid for the
carbon di oxi de gas produced.

On July 14, 1995, ARCOfiled a conmplaint in the U S.
District Court for the District of Colorado agai nst several

carbon di oxi de gas | essees, including WIIliam Houchin.* In the

4 W note that “WIIliam C. Houchin” is the naned defendant
in the civil action brought by ARCO. WC. Houchin Corp.
(continued. . .)
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conpl ai nt, ARCO requested a declaratory judgnent declaring as
proper the deductions that decreased the royalties paid to the
gas | essees. The disputed deductions were related to the cost of
transporting the carbon di oxide gas from Col orado to west Texas.
The defendant gas | essees, including WIIiam Houchi n,
count ercl ai ned agai nst both ARCO and Exxon for, inter alia,
al l eged unpaid royalties for past production as a result of
i nproper transportati on deductions (transportation portion) and
al | egedl y underval ui ng the carbon di oxi de gas sold (val uation
portion) for purposes of computing the royalties paid to the
| essees.

The U . S. District Court for the District of Col orado
di sm ssed Exxon fromthe case. However, Exxon was obligated to
pay 50 percent of any royalties determ ned to be due in the case,
and therefore Exxon remained involved in the resolution of the
| awsui t .

I n Novenber of 1997, the court granted defendants’ notion
for summary judgnent on the transportation portion of the case.

The parties engaged the services of an arbitrator and conmenced

4(C...continued)
however, received the rights to “all oil, gas and m neral s”
related to the Huerfano property prior to the filing of ARCO s
civil action. The parties negotiated and settled the case with
Wl 1liam Houchin. WGC. Houchin Corp., however, is the owner of
the royalty income fromthe gas | ease and reported the settl enent
agreenent on its 1999 U. S. Incone Tax Return for an S
Cor por ati on.
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settlenment negotiations in January of 1998. In April of 1998,
the court granted ARCO s notion to exclude the defendants’ expert
W tness testinony that related to the valuation portion of the
case.

ARCO and Exxon desired to obtain simultaneously a settl enent
agreenent with WIlliam Houchin and a codefendant. By letter
dated Cctober 28, 1998, WIIliam Houchin's attorney, Gary C.
Davenport, conmunicated to hima conbined $8 million settl enent
of fer from ARCO and Exxon separately made to both WIIiam Houchin
and the codefendant. On Cctober 29, 1998, WIIiam Houchin and
t he codef endant separately accepted the conbi ned settl enent offer
of $8 mllion, to be divided between WIIliam Houchin and the
codef endant .

On Decenber 18, 1998, WIIliam Houchin received the
settl enment agreenent for his separate settlenent. The settlenent
agreenent contains the foll ow ng | anguage:

3. Paynent. In consideration of the rel ease and
agreenents descri bed above, ARCO and Exxon agree to

wire transfer to Houchin's attorneys * * * a total of

$8 mllion ($8,000,000.00) on January 4, 1999 in ful

and conpl ete conprom se and sati sfaction of his

Counterclaimthat his Royalty has been underpaid and in

full and conpl ete conprom se and satisfaction of the

[ codefendant’s] Claimthat its Royalty has been
underpaid. * * *

* * * * * * *

18. Counterparts. This Settlenent Agreenent may
be executed by the Settling Parties in any nunber of
counterparts, each of which shall be deenmed an origina
instrunment, but all of which together shall constitute
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one and the sane instrunent. This Settlenment Agreenent
shal | becone effective imedi ately upon execution by
all the Settling Parties.

19. Applicable Law. This Settl enent Agreenent
shall be interpreted, construed and enforced in
accordance with the laws of the State of Col orado.

I N WTNESS WHERECF, the Settling Parties have

executed this Settlenent Agreenent as of Decenber 21,

1998.

Petitioner WIIliam Houchin executed the settlenment agreenent
on Decenber 21, 1998. The codef endant executed a separate
settl enment agreenent on Decenber 21, 1998. G B. Weden
representative of Exxon, executed both settlenent agreenents on
Decenber 22, 1998. T.L. Holland, Attorney-in-Fact for ARCO,
executed both settlenent agreenents on Decenber 31, 1998.

The law firmthat represented WIIliam Houchin in the
negoti ati ons with ARCO and Exxon, nanely, Md oin, Davenport,
Severson, & Snow, cal culated WIIliam Houchin’s portion of the
conbined $8 million settlenment as $6, 145, 315 and so inforned him
in a docunent dated Decenmber 31, 1998, entitled “Houchin
D sbursement Statenent”. On January 4, 1999, Md oin, Davenport,
Severson, & Snow received by wire transfer the $8 mllion
settlenment anpunt. On January 5, 1999, Mcd oin, Davenport,
Severson, & Snow sent W/ Iliam Houchin a check in the anount of
his net settlenent proceeds. On January 6, 1999, WII|iam Houchin

received the settlenent proceeds check. On January 12, 1999,

Mcd oi n, Davenport, Severson, & Snow, and ARCO signed and filed a
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stipulated dismssal with prejudice. On February 3, 1999, the
US District Court for the District of Colorado dimssed WIIliam
Houchin fromthe lawsuit wth prejudice.

The parties stipulated that the correct anobunt of inconme
received by WC. Houchin Corp. fromthe settlenent agreenment with
Exxon and ARCO for the purpose of cal culating any incone
adj ustnent is $6, 145, 315.°

Petitioner WC. Houchin Corp. did not report the royalty
i ncone received fromthe settlenent on its 1998 corporate inconme
tax return. Petitioner WC. Houchin Corp. reported the royalty
income and rel ated settl enent expenses on its corporate return
for 1999, the first year for which the corporation elected S
corporation status. Petitioners WIIliam and Josephi ne Houchin
reported the royalty incone received fromthe settlenent, anong
other settlenent-related itens, as flowhrough itens on their
1999 i ndi vi dual Federal income tax return.

OPI NI ON

Settl enent - Rel ated Defi ci ency

A. Burden of Proof

Section 7491(a) places the burden of proof on the
Comm ssioner with regard to certain factual issues relevant to
ascertaining liability for tax in the case of Court proceedi ngs

arising fromexam nati ons comrenced after July 22, 1998.

5 See supra note 4.
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Petitioners, however, do not assert or show that section 7491(a)
shifts the burden of proof to respondent. Therefore, petitioners

bear the burden of proof. Rule 142(a); see also Thor Power Tool

Co. v. Conm ssioner, 439 U S. 522, 532-533 (1979) (noting that

the Comm ssioner is afforded nuch latitude for discretion and the
t axpayer bears a heavy burden of proof with respect to accounting
i ssues).

B. Parti es’ Assertions and Rel evant |Internal Revenue Code
Secti ons and Requl ati ons

Respondent asserts that WC. Houchin Corp. should recognize
the settlenment paynent from ARCO and Exxon as incone in 1998.
W C. Houchin Corp. was a C corporation in 1998. Petitioners
mai ntain that the settlement paynent should be recognized in 1999
when WC. Houchin Corp. elected to becone an S corporation.
Section 451(a) provides that the anobunt of any item of
i ncone shall be included in gross incone for the taxable year in
whi ch recei ved by the taxpayer unless, under the nmethod of
accounting used in conputing taxable incone, the anmount is
properly accounted for as of a different period. Under the
accrual nethod of accounting, incone is to be included for the
t axabl e year when (1) all events have occurred that fix the right
to receive the incone and (2) the anmpbunt of the incone can be
determ ned wth reasonabl e accuracy. Secs. 1.446-1(c)(1)(ii),
1.451-1(a), Inconme Tax Regs. WQC. Houchin Corp. was an accrua

met hod taxpayer in 1998 and 1999.



1. All-Events Test

a. Application to WC. Houchin Corp.

Under the all-events test, the fixed right to receive the
income is controlling and not whether there has been actual

recei pt of the incone. Spring Gty Foundry Co. v. Conm Sssioner,

292 U. S. 182, 184-185 (1934). Typically, all the events that fix
the right to receive income have occurred when the incone is:
(1) Actually or constructively received, (2) due, or (3) earned

by performance. Schlude v. Conmm ssioner, 372 U.S. 128 (1963);

Johnson v. Conmm ssioner, 108 T.C. 448, 459 (1997), affd. in part,

revd. in part and remanded on anot her ground 184 F.3d 786 (8th
Cr. 1999). Wen the right to receive a set anount of incone

becones fixed, the incone ordinarily accrues. Spring Gty

Foundry Co. v. Conmmi ssioner, supra at 184-185; Resale Mbile

Hones, Inc. v. Commi ssioner, 91 T.C 1085, 1093 (1988), affd. 965

F.2d 818 (10th Cir. 1992). An accrual basis taxpayer nust report
inconme in the year the right to such inconme accrues, despite the
necessity for mathematical conputations or mnisterial acts.

Contl. Tie & Lunber Co. v. United States, 286 U. S. 290, 295-297

(1932); Dally v. Conmm ssioner, 227 F.2d 724 (9th Cr. 1955),

affg. 20 T.C. 894 (1953); Charles Schwab Corp. & Subs. v.

Comm ssioner, 107 T.C 282, 292 (1996), affd. 161 F.3d 1231 (9th

Cr. 1998); Resale Mbile Hones, Inc. v. Conm Ssioner, supra at

1095.
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The terns of the Houchin settlenent agreenent dictate when
the right of WC. Houchin Corp. to the incone accrued.® The
settlenment agreenent states that “the Settling Parties have
executed this settlenent Agreenent as of Decenber 21, 1998.~
Petitioner WIIliam Houchin executed the settlenment agreenent on
Decenber 21, 1998. The codefendant executed a separate
settl ement agreenent on Decenber 21, 1998. Representatives of
Exxon and ARCO executed both settl enment agreenents on Decenber 22
and 31, 1998, respectively. Paragraph 18 states: “This
Settl ement Agreenent shall beconme effective i nmediately upon
execution by all the Settling Parties.” The settlenent agreenent
was effective by Decenber 31, 1998. Therefore, WC. Houchin
Corp.’ s right to the settlenent agreenent incone becane fixed in
1998.

The settl enent agreenent states that “ARCO and Exxon agree
to wire transfer to Houchin's attorneys * * * a total of $8
mllion ($8,000,000) on January 4, 1999 in full and conplete
conprom se and satisfaction of * * * [Houchin’s] Counterclaim
that his Royalty has been underpaid and in full and conplete
conprom se and satisfaction of the [codefendant’s] Claimthat its

Royal ty has been underpaid’”. For purposes of the all-events

6 The codefendant had a separate settlenent agreenent and
was not a party to the “Houchin” settlenent agreenent. Even so,
t he codef endant executed his settlenent agreement on Dec. 21,
1998.
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test, once the settlenment agreenent becane effective, as it did
on or before Decenber 31, 1998, it fixed WC. Houchin Corp.’s
right to receive the settlenment anmount, regardless of the agreed
upon delivery date. Therefore, the all-events test was satisfied
in 1998.

b. Petitioners’ Argunents and Applicable Law

Petitioners argue that, under Col orado | aw, a contract nust
be signed and delivered to take effect. Wether parties have

entered into a contract is a question of fact. S. Colo. M

Ltd. v. Med-Alliance, Inc., 166 F.3d 1094 (10th Cr. 1999).

The settl enent agreenent states that “the Settling Parties
have executed this Settlenent Agreenent as of Decenber 21, 1998
and that “This Settlenent Agreement shall becone effective
i mredi ately upon execution by all Settling Parties”. As al
parties signed the agreenment on or before Decenber 31, 1998, and
the agreenment states that it is effective in 1998, we find that
all provisions of the settlenent agreenent were effective and
accordingly in force in 1998. Assum ng arguendo that delivery is
required for a contract to take effect under Col orado | aw and
that delivery did not occur until 1999, the above-nentioned
provi sions of the settlenment agreenent cause the effective date
of the contract to be in 1998, and therefore the all-events test

was satisfied in 1998.
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2. Anmpbunt of | ncone

The amount of income received by WIIliam Houchin,’” on behal f
of his corporation, from ARCO and Exxon in satisfaction of his
counterclaimthat his royalties were underpaid is determ ned by
the terns of the settlenent agreenent. The settlenent agreenent
details an $8 mllion anmbunt transferred to WIIliam Houchin and a
codefendant in satisfaction of their counterclains that their
royal ties were underpaid. The calculation detailed on the
“Houchin Di sbursenent Statenent” dated Decenber 31, 1998, shows
that WIliam Houchin’s portion of the total settlenent was
$6, 145, 315. In the notice of deficiency issued to WC. Houchin
Corp. for the year ending Decenber 31, 1998, respondent
determ ned a $6, 145, 315 adjustnent to inconme for “ARCO
settlenment-royalty incone”. The parties stipulated that the
correct amount of inconme received by WIIliam Houchin fromthe
settl ement agreenent with ARCO and Exxon is $6, 145, 315. The
anmount of incone due WIIiam Houchin could be determined with
reasonabl e accuracy by the end of 1998.8

C. Concl usion

We hold that because the all-events test was satisfied in
1998 and the anmpbunt of incone could be determ ned with reasonabl e

accuracy as of the end of 1998, the settl enent agreenent incone

” See supra note 4.
8 See supra note 4.
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of $6, 145,315 is includable in WC. Houchin Corp.’s gross incone
for the 1998 taxabl e year

1. Section 6662(a) Accuracy-Rel ated Penalty

A. Burden of Production

Section 7491(c) provides that the Conm ssioner will bear the
burden of production with respect to the liability of any
i ndi vidual for additions to tax and penalties. “The
Comm ssi oner’ s burden of production under section 7491(c) is to
produce evidence that it is appropriate to i npose the rel evant
penalty, addition to tax, or additional anmount”. Swain v.

Commi ssioner, 118 T.C. 358, 363 (2002); see also Hi gbee v.

Comm ssioner, 116 T.C 438, 446 (2001). Once the Comm ssi oner

has done so, the burden of proof is upon the taxpayer to

establi sh reasonabl e cause and good faith. Hi gbee v.

Conm ssi oner, supra at 449. WC Houchin Corp. is not an
i ndi vidual ; accordingly, section 7491(c) does not apply to its

case. See NI, Inc. d.b.a. Natures Touch v. Conm ssioner, 126

T.C. 191 (2006); Beiner, Inc. v. Comm ssioner, T.C Mno. 2004-

219.

B. Penalty Anal ysis

Pursuant to section 6662(a), a taxpayer may be liable for a
penalty of 20 percent on the portion of an underpaynent of tax
(1) attributable to a substantial understatenent of tax or (2)

due to negligence or disregard of rules or regulations. Sec.
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6662(b). The term “understatenent” neans the excess of the
anount of tax required to be shown on a return over the anmount of
tax i nposed which is shown on the return, reduced by any rebate
(within the neaning of section 6211(b)(2)). Sec. 6662(d)(2)(A).
Ceneral ly, an understatenent is a “substantial understatenent”
when t he understat enent exceeds the greater of $5,000 or 10
percent of the anobunt of tax required to be shown on a return.
Sec. 6662(d)(1)(A). An understatenent is a “substanti al
understatenent” for a C corporation when the understat enent
exceeds the greater of $10,000 or 10 percent of the anmpbunt of tax
required to be shown on a return. Sec. 6662(d)(1)(B)

Whet her applied because of a substantial understatenent of
tax or negligence or disregard of rules or regulations, the
accuracy-related penalty is not inposed with respect to any
portion of the underpaynent as to which the taxpayer acted with
reasonabl e cause and in good faith. Sec. 6664(c)(1). The
decision as to whether the taxpayer acted with reasonabl e cause
and in good faith depends upon all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Rel evant
factors include the taxpayer’s efforts to assess his proper tax
l[tability, including the taxpayer’s reasonable and good faith
reliance on the advice of a professional such as an accountant.

See id.
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1. WIlliam C. and Josephi ne Houchin

Respondent determ ned an accuracy-rel ated penalty under
section 6662(a) of $53,532 with regard to petitioners WIlliamC.
and Josephi ne Houchin's 1999 Federal incone tax.® It is clear
fromthe record that WIIliam and Josephi ne Houchin provided their
accountant, Jim Garner, all records and information necessary to
prepare their 1999 Federal incone tax return. M. Garner
conversed with WIlliamand Josephi ne Houchin to determ ne the
correct treatnent of the settlenment agreenent proceeds. WIIiam
and Josephi ne Houchin relied upon M. Garner to prepare the
return, and M. Garner was aware of WIIliam and Josephi ne
Houchin’s reliance. It is clear fromthe record that WIIliam and
Josephi ne Houchin reasonably relied in good faith on their
accountant. W conclude that for the year in issue WIIliam and
Josephi ne Houchin had reasonabl e cause and acted in good faith as
to any under paynment resulting fromthe settlenment agreenent
proceeds. Accordingly, we hold that WIliam and Josephi ne
Houchin are not liable for the penalty pursuant to section

6662(a) .

°® Because we find for respondent with regard to the
recognition of income by WC. Houchin Corp. in 1998, we need not
decide the deficiency issued to WIIliamand Josephi ne Houchin for
the year 1999 as petitioner and respondent stipul ated the
treatment of the adjustnents asserted in the notice of
defi ci ency.
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2. WZC. Houchin Corp

Respondent determ ned a tax deficiency of $1,211, 643 for
1998.

W Il iam Houchin provided the accountant that prepared WC
Houchin Corp.’ s Federal inconme tax return, Jim Garner, al
records and informati on necessary to prepare its 1998 Federal
inconme tax return. M. Garner conversed wwth WIIliam Houchin to
determ ne the correct treatnent of the settlenent agreenent
proceeds. WIIliam Houchin relied upon M. Garner to prepare the
return, and M. Garner was aware of M. Houchin' s reliance. It
is clear fromthe record that WC. Houchin Corp. reasonably
relied in good faith on its accountant. Consequently, we
conclude that for 1998 WC. Houchin Corp. had reasonabl e cause
and acted in good faith as to any underpaynent resulting fromthe
settl ement agreenent proceeds. Accordingly, we hold that WC
Houchin Corp. is not liable for the penalty pursuant to section
6662(a) .

I n reaching our holding herein, we have considered al
argunents nade, and, to the extent not nentioned above, we
conclude that they are irrelevant or without nerit.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




